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ITALIAN KEY ECONOMIC INDICATORS 


Values in millions of U.S. dollars. Exchange rate (period averages unless 
otherwise indicated), $1: 1985 = 1,910; 1986 = 1,491; 1987 = 1,300 ; 
year-end 1985 = 1,678; 1986 = 1,351; 1987-Qtr.I = 1,306; constant (1980) 


values, 866; percent change over previous period in lire unless otherwise 
indicated. 


1985 1986 percent 1987 percent 
change change (e! 


INCOME, PRODUCTION, EMPLOYMENT 
GDP (Current Prices) 421,861 599,840 750, 256 
Per Capita GDP (Current Dollars) 7,383 10,480 13,096 
GDP (Constant Prices) 494,812 508,400 ‘ 522,830 
National Income (Current Prices) 391,994 557,400 608,123 
Plant,Equipment & Transport 

Investment (Constant Prices) 54,158 55,844 58,525 
Industrial Production (1980=100) 96.5 99.1 
Average Labor Productivity, 

Industrial (1982=100) ti241 113.9 
Average Industrial Wage (1982=100) 142.3 149.2 
Labor Force (1,000s) 23,467 
Average Unemployment Rate, 

Percent of Labor Force Oss Weel 


MONEY AND PRICES 

Money Supply (M2) (End Period) 335,306 455,708 
Interest rates (End Period, $) 

- 6-month Treasury Bills a Pee | 10.3 
- Prime Rate 5.9 13.0 
Wholesale Price Index (1980=100) 172.6 L7LsO 
Cost of Living Index (1985=100) 100.0 FOG. 1 


BALANCE OF PAYMENTS AND TRADE 

Bank of Italy Intl.Reserves 38,861 45,393 

Commercial Banks'Foreign Position -20,942 -21,330 
(Reserves & Position, End Period) 

Balance, Current Account -4,205 4,762 

Balance, Trade Account -12,102 -2,496 

Exports, £.0.b. 78,377 97,467 
U.S. Share 9,606 10,465 

Tepotte, ¢c.i.ft. 90,480 99,963 


U.S. Share 5,390 5,683 
U.S. Investment in Italy 


(End Period) 3,652 -- 
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Main U.S. Exports to Italy, 1986 ($ millions & change over 1985): Total 
$5,683 (-17.7%); mechanical products $1,756 (-13.4%); chemicals $704 


(-13.3%); energy products $651 (- 29.2%); transportation equipment $597 
(-29.8%); food & agricultural products $571 (-15.9%). 


Main Italian Export to the United States, 1986 ($ millions & change over 
1985): Total $10,466 (-15.0%); mechanical products $2,457 (-6.8%); textiles 


and apparel $2,228 (-9.4%); metals $1,351 (-23.3%); transportation equipment 
$1,066 (-16.7); chemicals $559 (-21.1%). 


NOTES: e = estimate; 1 = March 1987; 2 = April 1987; 3 = May 1987. 


SOURCES: ISTAT (Italian Central Institute of Statistics), Bank of Italy, GOI 
Economic Report and Economic Forecasting Report, ISCO (National Institute for 
the Study of Economic Activity), and Embassy estimates. 





SUMMARY 


The Italian economic recovery that began in mid-1983 continued 
through 1986 and by most accounts will last through 1988, only one 
quarter less than the longest period of growth in post-war Italian 
history. The major difference between this and previous expansions 
is the rate--Italy's GDP is likely to increase at an average annual 
rate of 2.5 to 2.8 percent for the period mid-1983 to end-1988, well 
below the 4.9 percent annual average for 1950 to 1980. 


Most forecasts see GDP increasing from 2.7-3.1 percent from 1986 to 
1987. The Government hopes for a growth rate well over 3 percent. 
Personal consumption is expected to lead growth as it did in 1986. 
Investment in machinery and equipment will also increase at more 
than 3 percent, but construction activity will remain more or less 
at current levels, resulting in an overall increase in gross fixed 
investment closer to 2 percent. Exports were disappointing in early 
1987, but may pick up in the second half. Economic expansion should 
continue through 1988, barring unforeseen developments. Consumers 
and businesspersons remain optimistic about near-term prospects. 
Real incomes should continue to rise in 1988 even if inflation 
inches up, as appears likely in the second half of 1987. 


The current account balance swung into surplus in 1986, due to the 
shift in the terms of trade, i.e., cheaper lira prices for oil and 
other imports invoiced in dollars. The change in relative prices 
masked the high marginal propensity to import. During periods of 
growth, import volume tends to rise more rapidly than export 

volume. The respite to the economy by the dramatic shift in terms 
of trade from 1985 to 1986 should enable authorities to pursue 
moderately expansionary policies through 1987 and perhaps 1988 as 
well. The surplus on the trade and current account should remain 
roughly the same from 1986 to 1987, due in part to a year-to- 

year depreciation of the dollar. Import volume will continue to 
increase at a higher rate than export volume. The current account 
surplus should last into 1988, but will diminish due to a swing from 
surplus to deficit on the trade account. Should the current account 
balance move into deficit, officials may take measures to curtail 
the growth of domestic demand. 


While the outlook for continued economic expansion is reasonably 
bright, some structural problems remain that could hinder the effort 
to maintain sustained growth. These include the tendency for import 
growth to outpace export growth in volume terms, and the public 
sector budget deficit that remains large relative to GDP. Slowing 
the growth rate of monetary aggregates and reducing inflation may 
not be achieved until the budget deficit is reduced. Finally, 
structural rigidities impede job creation efforts. Unemployment 
remains excessively high among youth and women, and in the south. 


BEST COPY AVAILABLE 





-4- 


CURRENT ECONOMIC SITUATION AND TRENDS 


Economic Activity: Italy's GDP increased 2.7 percent from 1985 to 
1986, the same rate as 1984 to 1985. The most important stimulus to 
economic growth was increased private consumption resulting from a 
4.9 percent jump in real disposable income, which in turn resulted 
from the drop in inflation. Despite higher profits, fixed 
investment was only 1.2 percent above 1985, substantially below the 
2.7 percent initially projected. Exports were also below initial 
projections as foreign demand was weaker than expected and domestic 
demand stronger. The 3.2 percent year-to-year increase in domestic 
demand once again exceeded the rate of growth of GDP. The services 
sector continued to be the most dynamic, up 3.2 percent. Value 
added by the industrial sector grew 2.7 percent, or double the rate 
growth of 1985. Agriculture output rebounded from 2 consecutive 
years of depressed growth to grow by 1.7 percent. 


In March 1987 Italy's national accounts 1980-86 were revised and the 
base year changed from 1970 to 1980. Figures in this report are 
based on the new data. The revision incorporates what was 
previously unrecorded labor--often called the underground economy. 
The revised GDP is 15-17 percent above that in the earlier series. 


The official forecast prepared in September 1986 foresaw a 3.5 
percent rise in GDP from 1986 to 1987, but a semi-official forecast 
institute has since revised its estimate downwards to 3.0 percent. 
The latest private forecasts are for increases in the 2.7-3.1 
percent range. In all forecasts, growth is expected to be led by 
strong private consumption--up 3.3 percent in the official and 
3.6-3.9 percent in private forecasts, due in part to the very large 
wage increases in nationwide labor contracts signed in early 1987. 
The Government is budgeting a large increase in public investment to 
boost employment. It is likely that, as in years past, actual 
disbursememts will be less than projected due to delays in 
implementing public projects and the desire to reign in expenditures 
toward the end of the year to hold down the budget deficit. Gross 
fixed investment is likely to increase less than 3 percent, due to 
minimal growth of the investment in construction. Forecasters are 
increasingly pessimistic about the rate of export growth, with most 
placing the increase at between 2.5 percent and 4.5 percent. All 
forecasts indicate that the rate of domestic demand growth will once 
more exceed that of GDP. 


Forecasts for the different sectors vary substantially. For 
services, a 3.6-4.0 percent rise in real terms is forecast. The 
industrial sector will grow faster than the 2.7 percent of 1986: 
estimates range from 3.0-3.4 percent. The recovery of agricultural 
Output is expected to continue, with growth of 2-3 percent. 
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Economic activity should continue to increase through 1988, but at a 
rate below that attained in 1987. The major stimulus to growth will 
continue to be personal consumption which should increase over 3 
percent from 1987. Gross fixed investment should be up for 1988 
with the construction sector's continued semi-stagnation offset by 
further increases in outlays for machinery and equipment. Public 
consumption should increase more or less in line with GDP growth, or 
roughly 2.5 percent. Predicting export growth in a period of great 
uncertainty about world growth is wrought with risks. At this 
point, one can say only that the volume of imports should increase 
at a higher rate than that of exports. The picture for 1988 is 
therefore that of an economic expansion that is slowly winding down. 


Money and Credit: Financing the state sector borrowing requirement 
was a relatively easy task in 1986. Marketing 80 percent of the new 
debt to the public through various types of treasury securities 
allowed the share of the borrowing requirement financed through 
monetary base creation to be kept to 10 percent, compared with 23 
percent in 1985. As a result, the increase in the monetary base 
during 1985 dropped below 9 percent, cooling off inflationary 
pressures from monetary sources. Partly as a result of the slower 
growth of the monetary base and of disintermediation, money supply 
growth of 10.2 percent for 1986 came well within the 7-11 percent 
target range. 


The increase of money supply and of the stock market price index 
showed a negative correlation, an indication of the degree of 
Substitution between bank deposits and stocks, and between bank 
deposits and mutual funds. About 40 percent of mutual funds' assets 
are invested in stocks, and most of the balance in treasury 
securities. The monetary authorities' success in marketing 
securities and the mutual funds' success in marketing themselves was 
reflected in the overshooting of the 1986 target for the increase in 
total financial assets (which includes money supply plus short-term 
treasury bills, medium and long-term treasury securities, bankers' 
acceptances and other types of financial assets including shares 
held by mutual funds). 


The credit aggregate targets were exceeded by 2-4 percentage points 
in 1986. Credit to the non-state sector was excessively high in 
January due to speculative pressure on the lira, which led to the 
imposition of ceilings on total bank loans. Once the ceiling was 
removed, pent-up demand caused loans to jump in July and increase at 
an accelerated rate throughout the remainder of the year. Monetary 
authorities believe the surge in loan demand, especially late in the 
year, reflected loans made at interest rates 3-4 percentage points 
under prime to preferred customers (large industrial or financial 
groups) that used the proceeds to finance mergers and acquisitions. 
Despite the surge in credit to the non-state sector, the state 
sector still absorbed about 70 percent of the increase in total 
domestic credit in 1987. 
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For the second year in a row, monetary authorities have set a money 
supply growth target range rather than a fixed number. The 6-9 
percent range for 1987 is both lower and tighter than the 7-11 
percent range of 1986. Most private forecasters put the 1987 
outcome for money supply growth at or just above its target range. 
Authorities target money supply growth in 1987 at 8 percent, roughly 
the midpoint of the range, in line with official expectations of 
nominal GDP growth. The pressure exerted by monetary base growth 
should be at least as strong in 1987 as in 1986. 


The official target for credit increases to the private sector is 

7 percent. But with credit in the first part of 1987 increasing 
about 16 percent over the previous 12 months, plus the historic 
overshooting of this aggregate--averaging over 2 percentage points 
in the last 3 years--a higher rate of increase, closer to the 
estimate for nominal GDP growth, is expected. The state sector is 
likely to take about 75 percent of new credit extended to the entire 
economy in 1987. 


Early 1987 witnessed some seesawing in interest rate levels. The 
Bank of Italy intervened in January to push up rates to cool what 
was considered excessive bank loan growth. [In March the official 
discount rate was lowered by half a percentage point. By April 
interest rates were roughly steady. The current market expectation 
is that with the bottoming out of inflationary gains, interest rates 
have reached their lowest point and will move upward for the 
remainder of 1987. In real terms, measured by the nominal rate for 
short-term instruments minus the inflation rate over the previous 12 
months, interest rates should remain in the 5-6 percent range 
throughout 1987. 


Public Finances and Fiscal Policy: Substantial progress was made in 
1986 in reducing the budget deficit/GDP ratio. It declined from 
13.7 percent in 1985 to 12.2 percent in 1986 (based on the new 
national accounts). The deficit totaled 109 trillion lire, slightly 
below the Government's target. This achievement was due to an 
unusually high rate of growth of Central Government revenues (up 
20.7 percent) and the runup of a large surplus in treasury 
Operations (totaling 7.8 trillion lire) rather than the result of 
expenditure cuts. Expenditures in fact rose 18.5 percent, 
Substantially above the 11 percent increase in nominal GDP. 


The sharp increase in revenues was due to higher corporate income 
tax receipts (reflecting improved profits), greater revenues from 
the withholding tax on interest (due to continued high interest 
rates and the imposition of a tax on interest income from government 
securities) and large inflows from a tax that offsets the retail 
drop in oil prices. The large surplus on treasury operations 
reflects a decline in the financing of entities such as INPS (the 
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major social security fund), a one time transfer to the Treasury of 
excess cash balances of public entities and the accumulation of cash 
balances in Treasury accounts as a result of delays in disbursements 
authorized in 1986. The sharp increase in expenditures is accounted 
for largely by a jump in current transfer payments (up 18.6 percent) 
and interest outlays (up 22.2 percent) as well as a 15.8 percent 
increase in capital expenditures. 


The 1987 budget deficit, initially projected to decline to 102.6 
trillion lire, was subsequently revised upwards to 105.6 trillion 
lire, due to the large public sector wage increases awarded at the 
beginning of 1987 and increased transfer payments to local 
governments. Achieving the deficit target will be difficult. 
Legislation implementing cutbacks in budget expenditure through 
reforms in the pension, national health and local government 
financing systems has been put aside because of the decision to 
dissolve Parliament and hold elections in mid-June. Private 
estimates are that the deficit will be about 114-116 trillion lire. 


Inflation: Inflation declined in 1986 due primarily to lower prices 
for Oil and other imports invoiced in dollars. The cost of living 
index (CPI) rose only 6.1 percent on a year-to-year basis, well 
below the 8.6 percent increase in 1985. The wholesale price index 
(WPI), On the other hand, dropped 0.9 percent from 1985. The 
difference between the two is due to the smaller weight in the 
former of electricity and fuels, the Government's policy of taxing 
the decline in the price of oil and increased profit margins. 
Inflation as measured by CPI over the previous 12 months, dropped in 
the first 2 months of 1987 as the sharp decline in import prices of 
1986 continued to be transmitted to domestic prices. The year-to- 
year change has since leveled off and is expected to begin climbing 
by mid-year. The official forecast for the increase in the CPI is 
4.4 percent. Private forecasters place the increase at 4.7 to 4.8 
percent. 


Labor Costs and Employment: Industrial sector wage increases were 
more moderate in 1986 than in 1985 due in part to a modification of 
the scala mobile or wage indexation system. Reflecting lower wage 
increases and higher productivity, unit labor costs in the 
industrial sector are estimated to have risen 4.4 percent in 1986, 
far below the 8.7 percent increase registered in 1985. 


Unemployment continues to be one of Italy's major economic 

problems. Of the unemployed, 57 percent are women , who account foc 
only 36 percent of the labor force. Youth below age 29 account for 
73 percent of the unemployed. Unemployment is also a regional 
problem. The unemployment rate is 16.5 percent in the south, 9.7 
percent in the center, and 8.0 percent in the north. The Government 
and the private sector have tried to expand employment through a 
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program of part-time jobs and apprenticeships, which is considered 
to have helped create new jobs for young people in 1986. The rate 
of growth of the total labor force, however, (1.5 percent) 
overwhelmed the growth rate of total employment (0.6 percent). The 
unemployment rate therefore rose from 10.3 percent in 1985 to 11.1 
percent in 1986. Employment creation in the service sector was the 
most dynamic (up 2.1 percent), but insufficient to absorb the 
decline in the agricultural and industrial sectors (respectively 2.5 
and 1.0 percent). The services sector expanded to account for 56.5 
percent of total employment, while the shares of industry and 
agriculture declined, respectively, to 32.7 and 10.8 percent. 


Nominal wage increases are expected to be higher in 1987 due to wage 
increases granted under 3-year nationwide labor contracts for which 
negotiations were concluded in early 1987. A significant part of 
organized labor in both the public and private sectors is covered by 
these contracts. In many cases lump sum payments to compensate for 
wage increases between the time of the expiration of the old 
contracts and the conclusion of the new ones will add to the 
increase in labor costs from 1986 to 1987. Private estimates are 
for the increase in unit wage costs to be in the 4.9-6.0 percent 
range, above the change in the previous period. 


The Government forecasts a rise in employment of 1.2 percent, double 
the rate of increase of 1986. This would result in a small decline 
in the unemployment rate, assuming a drop in the rate of growth of 
the labor force to about 0.7 percent for the year, about half that 
of 1986. Other forecasts estimate that employment will rise by 
0.8-1.0 percent. 


Balance of Payments: The current account was in surplus in 1986 for 
the first time in 3 years--the largest surplus relative to GDP in 7 
years. The improvement was entirely due to an 18.2 trillion lire 
($12.2 billion) swing in the trade account from deficit to surplus. 
The invisibles' surplus was halved from 1985 to 1986. 


The consensus among public and private forecasters is that the 
Current account surplus will narrow in 1987. Some believe that 
policy measures to restrict domestic demand because of balance of 
payments considerations could be necessary by early 1988. Much 
depends on the rate of growth in Italy's major trading partners. 
While the trade surplus is fairly certain to decline from 1986, the 
Surplus on invisibles will probably be larger than last year's. The 
result will be a current account surplus for 1987 of about 5 
trillion lire, roughly two-thirds the 1986 surplus. 


With oil prices up, the continued divergence between export and 
import volumes should narrow the trade surplus in 1987. Despite a 
turndown in economic growth in Italy's major export markets (in 





order of importance, Germany, France, and the United States), and a 
degree of income-sensitivity on the part of Italian exports (38 
percent consumer goods), some expect Italian exports to hold up 
relatively well. One reason is the willingness of Italian exporters 
to hold down export prices to keep market shares. There is, 
however, some indication the ability of exporters to shave profit 
Margins is waning. Export data for early 1987 was not encouraging, 
and has made exporters and government officials more conscious of 
exchange rate relationships within the European Monetary System 
(EMS) as well as between the lira and the dollar. 


While controversy rages over the true import elasticity of demand in 
Italy, there is no question that it is high relative to other 
industrialized countries. This is partly due to a strong dependence 
on imported energy to cover domestic needs, and partly to the 
development of an export industry specializing more and more in 
finished products that require imported inputs. In any case, all 
estimates put 1987 import growth higher than the increase in export 
volume: some expect it will be twice that for exports. At the same 
time, with the dollar remaining at the current level (about 1,300 
lira per dollar) and oil prices inching upward, unit import prices 
may not increase from 1986. Imports, especially dollar-priced 
goods, will therefore continue to be attractive to Italian buyers. 


Trade: The first trade surplus in 8 years resulted from the 
narrowing of the energy deficit brought about by the sharp drop in 
oil prices and the depreciation of the dollar against the lira. The 
improvement was the result of changes in relative prices as imports 
grew in volume terms 4.5 percent from 1985, while exports increased 
only 1.9 percent. The change in relative prices brought about a 
Striking shift in the direction of trade for both imports and 
exports. In 1985, 9.3 percent of total exports (in value terms) 
were shipped to OPEC countries. In 1986 their share shriveled to 
6.4 percent. The U.S. market took 11 percent of total exports in 
1986, down from 12 percent in 1985. Most of the slack was taken up 
by EC countries, which absorbed 54 percent of Italy's exports in 
1986, compared with only 48 percent in 1985. Import swings were 
even more pronounced. The EC's share of total imports rose to 56 
percent in 1986 from 47 percent in 1985. The OPEC countries 
accounted for only 9.6 percent of total imports in 1986, compared 
with 16.1 percent in 1985. Despite the cheaper dollar, the U.S. 


share of the Italian market slipped to 5.7 percent from 6.0 percent 
in 1985. 


Services: The 1986 current account surplus of 7.1 trillion lire 
(about $4.8 billion) would have been even larger if not for factors 
affecting the invisibles balance. One was the triple whammy on 1986 
tourism receipts of terrorism, Chernobyl, and the dollar's 
depreciation. Tourism outflows continued to pick up due to the 
relative strength of the domestic economy and the lira, resulting in 
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a lower net surplus on tourism, which reversed the trend for the 
past decade of an annual increase in net earnings on this account. 
Another factor was a sharp 3 trillion lire swing in the public 
transfers balance, as Italy went from being a net recipient to a net 
contributor to the EC. Most of the other services accounts showed 
some small improvement. The combined effect of the swings in 
tourism and public transfers' balances was a halving of the 
invisibles surplus from 1985 to 1986. All signs point to an 
improvement in the services balance in 1987. Tourism receipts 
should recover as fears of terrorism and radioactive fall-out have 
faded. A full resurgence may be delayed as U.S. tourists still feel 
the pain of a depreciated dollar. Italians, encouraged by a 
relatively strong lira and economy, may be more eager to travel. 
Other balances on the invisibles account should also move in Italy's 
favor somewhat from 1986 over 1987. 


The noninterest bearing deposit on purchases of foreign securities 
was eliminated in May 1987. Italy is committed to full integration 
into EC capital markets by 1992. Toward this end, further steps to 
easing barriers to international capital flows are being 
considered. Greater international flows of capital will give added 
impetus to the development of Italy's domestic capital market. 


Capital Movements and Markets: During 1986, the Bank of Italy's 
international reserve assets grew from $6.5 billion to $46.0 billion 
at yearend. There was a net outflow of direct investment capital, 
following the trend of recent years. Italy's new mutual funds 
invested roughly $2 billion in foreign securities. The public 
sector appears to have increased its net foreign indebtedness, but 
the volume of loans made abroad almost offset this. Commercial 
banks increased their net foreign liabilities by $6.7 billion. 


Wnile Italian capital markets remain relatively undeveloped, they 
are rapidly evolving. A 1984 law permitted the creation of 
Italian-based mutual funds. These have subsequently boomed, 
accounting for 34 percent of the increase in total domestic 
financial assets in 1986. The recent development of Italian capital 
markets has taken place in a setting relatively unfettered by 
government regulations. [Italian banks have moved rapidly into new 
types of financial intermediation through subsidiaries that are 
often referred to generically as financial service companies. 
Foreign banks, both commercial and investment, have likewise entered 
the new fee-based activities. 


IMPLICATIONS FOR THE UNITED STATES 


The United States is most competitive with Italy's other trading 
partners in high technology equipment, systems, and services--areas 
in which Italians recognize superior American standards. Among 





ih A 


those areas where tne [Italian market offers best prospects for U.S. 
products are computer hardware and software; energy-related systems 
and technology; equipment for the medical, pollution control, and 
telecommunications industries; electronic components for the EDP and 
defense industries; and avionics. U.S. businesses providing the 
highest technology, quality and reliability, and best service will 
find Italy a rewarding market in these growth areas. The U.S. 
dollar weakened against the lira by 22 percent during 1986. U.S. 


goods thus are now significantly cheaper for the Italian purchaser 
than in the past few years. 


For more detailed information on these sectors and other marketing 


information concerning Italy, contact Noel Negretti at (202) 
STTH2ZL7T « 
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ucts worldwide, and success sto- 
ries of firms like yours. We'll 
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your business and your profits. 
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we give the phone numbers of 
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